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• Unique opportunity: State and federal regulators have a unique opportunity to
create the rules of telecom competition. Each of the major dockets in the "regulatory
trilogy" - interconnection, universal service, access reform - must be addressed in
its tum, without creating additional problems or revenue shortfalls to be resolved in
the other proceedings. Regulators must proceed prudently with each proceeding;
once they break open the egg of competition, unscrambling the result will be
impossible.

..11II.MIIIIII.Clllln

• Unreasonable pricing standards: The FCC's interconnection order will diminish
LECs' revenues that have helped support universal service. The FCC's
unreasonably low pricing standard for unbundled network elements and high
standard for wholesale discounts have not only eliminated any implicit support for
universal service, but also have mortally weakened LECs ability to compete. This
has unnecessarily increased the problem that' a new universal service fund is
supposed to address. Unless the order is corrected to allow more reasonable
pricing, the Joint Board's proposal will have to address the order's"gift" of LECs'
assets to interexchange carriers, in addition to the needs of universal service.

• Undermining facilities-based competition: Consumers will not experience robust
and widespread competition through alternate networks, since few competitors will
be economically motivated to build them under the FCC's rules. (This will be even
truer if universal service funding is inadequate.) By requiring LECs to sell parts of
their networks to competitors at below-cost rates, the FCC's pricing rules make it
cheaper for competitors to feed off of a LEC's network, rather than to construct their
own facilities. This is parasitic competition, not real competition.

• Reduced customer choice: Consumers will be deprived of a major choice in retail
local exchange services, since the FCC's rules relegate LECs to the role of wholesale
operators. Competition will be muted given the LECs' inability to engage as robust
competitors; they no longer can differentiate themselves from other entrants.
Regulation, not market forces, will be determining customer choices.

• Continuing competition: A stay of the FCC's order will not delay the introduction
of competition in the local market, since negotiations and arbitrations are
proceeding, as contemplated by the Telecom Act.
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• Exceeding statutory authority: The FCC has exceeded its authority under the Act in
undermining the role of those who are closest to consumers - state commissions
and carriers - in introducing local competition.

D.lIl1lVBfS8ISlImcll

• Universal ,ervice goals: The goals of a universal service plan should be to ensure
affordable, quality service in high-cost areas and to achieve rational pricing by
transforming implicit support in current prices into explicit universal service
funding. Support should be based on actual costs, not hypothetical, understated
costs. Regulators should not succumb to political expedience in adopting a plan
that only focuses on minimizing the size of a universal service fund. A universal
service plan must sufficient to attract continued telecom investment in high-cost
communities.

• Comprehensive plan: To ensure the delivery of universal service to consumers, the
Joint Board should recommend, and the FCC should adopt, a comprehensive
universal service plan that addresses both interstate and intrastate aspects.

• Affordability: The federal plan should work together with state plans to ensure that
the price consumers pay meets a national affordability objective. To maintain this
price in a competitive market, it should establish a realistic compensation
mechanism for Carriers of Last Resort (COLRs) that provide universal service.

• Price signals for competition: Universal service policy will set the price carriers see
when they provide basic local service - the sum of the affordable price and the
support This must be set at the right level to send the correct price signals for
market entry and investment in new technology.

• Funding: Funding should be through a competitively neutral end-user surcharge on
all telecom retail services.

• Auction benefits: Once the initial cost-based funding level is determined, a
competitive bidding process should be used to designate COLRs and determine
support levels. This would replace the current debate over universal service cost
with a market mechanism. Auctions would provide a means for correcting any
errors in the initial cost-based support levels, and would adjust automatically over
time to changes in cost, or in the basic service definition.

• COLR obligations: To ensure that all customers are served, support must be tied to
a service obligation. But, unless all COLRs face the same obligations, competition
will not coexist with a sustainable universal service plan. Consumers will be more
likely to have a choice among service providers in high-cost areas if support is
available to any carrier willing to undertake COLR responsibilities and successful in
securing COLR status in an auction.
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• Statutory consistency: The FCC and the states have the requisite authority under
the Telecom Act to adopt and implement the provisions of GTE's universal service
proposal.

8. Icc,lSHlllolm

• Rational pricing benefits: Consumers would benefit from a rational, economically
efficient, uniform pricing structure for access charges, unbundled elements, resale,
and local service. For example, the sum of prices for unbundled elements should
reasonably resemble their bundled service equivalents. With such a pricing
structure, competitors would receive correct price signals for market entry and for
"make/buy" decisions, and help prevent "rate shopping."

• Linkage to universal service: Removing implicit support in existing access rates and
transforming them into explicit support as required by the Telecom Act would help
ensure continued delivery of universal service to consumers.

• Need for flexibility: Consumer needs would be better met if LECs have the same
fleXibility in pricing and packaging of access services as competing providers; and
there no longer would be any justification for prescriptive access rules.

GTE TELe:PHONe: OPe:IV.TlOHS
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This analysis reflects GTE's local and access service business as if it were being sold at the
FCC's proxy prices specified in the order. It demonstrates the extreme wholesale discount
when using proxy prices for the sale of network elements. This analysis excludes toll revenue,
even though it will be indirectly impacted by unbundling, with reductions in contributions that
currently support universal service. This is not a forecast of revenue losses or market share.

A. .......12,,,.,,,}
ANNUAL REVENUES CURRENT FCC LOWER UMIT FCC UPPER UMIT
Local service (Inc. SLC) *3,910,803,000 3,218,8n,000 3,385,886,000
Interstate access 592,671,000 105.314,000 188,530,000
Intrastate access 796,180,000 120,756,000 217,229,000
CMRSaccess 80,000,000 26,000,000 26,000,000
CCURIC {interlintrastate} 1,827,113,000 0 0
TOTAL $7,206,767,000 $3,470,947,000 $3,817,645,000

B.Rlldll.
ANNUAL REVENUES CURRENT FCC LOWER UMIT FCC UPPER UMIT
Local services (inc. SLC) *456,752,000 365,575,000 385,491,000
Interstate access 67,566,000 13,291,000 24,981,000

(
Intrastate access 45,741,000 6,406,000 12,040,000

I CMRSaccess 11,266,000 3,661,000 3,661,000
CCURIC (inter/intrastate) 234,180,000 0 0
TOTAL $815,505,000 $388,933,000 $426,173,000

C../Ullud
ANNUAL REVENUES CURRENT FCC LOWER LIMIT FCC UPPER LIMIT
Local services (inc. SLC) *59,782,000 96,734,000 100,712,000
Interstate access 15,956,000 2,779,000 4,795,000
Intrastate access 34,332,000 3,353,000 5,785,000
CMRSaccess 1,028,000 334,000 334,000
CCURIC (inter/intrastate) . 82,486,000 0 0
TOTAL $193,584,000 $103,200,000 $111,626,000

II. '.$/1/111/I116
ANNUAL REVENUES CURRENT FCC LOWER UMIT FCC UPPER UMIT
Local services (inc. SLC) *175,623,000 133,552,000 140,832,000
Interstate access 34,522,000 4,977,000 9,079,000
Intrastate access 28,235,000 4,326,000 7,886,000
CMRSaccess 3,827,000 1,243,000 1,243,000
CCURIC (interlintrastate) 81,501,000 0 0
TOTAL $323,708,000 $144,098,000 159,040,000$

·Adjusted for avoided costs of 17% specified by FCC

GTE Tl!:LI!:PHONI!: OPERATIONS
OcTOeE" I gge
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PRESENT SYSTEM

Expuqu SUPPORT:

-HIGH-COST - $753 MIL.

-LIFELINE· $ I 48 MIL.

-LINKUP - $ I 9 MIL.'
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KeyElement PolicyObjective PresentSystem GTEProposal

1. What is universal • Provide affordable • Voice grade access to • Present service plus single
service? access to telacom public network party line and touch tone

services in all regions • White page listing
of the nation

• Access to operator and
directory assist.

• Access to 911/E911

2. How will universal • Develop specnic, • ExplicR charge to IXCs for • Surcharge on all retail
service be funded? predictable, sufficient USF telecom services (state and

and competivety- • Implicit support in LEC interstate) for new
neutral funding rates (access, toll, universal service fund
mechanism that business, vertical services)
charges all telacom
carriers

3. Who is eligible to • Maximize cOrJ1)9tRion • Incumbent LECs • Any carrier certnied by
J

( compete for universal by giving more carriers state to be eHgible to bid
service support? an opportunity to ("fitness8 reqrmnt.) and

provide universal receive support n
service successful

4. How will carriers be • Develop competitively • Incumbent LECs in own • Incumbent LECs initially;
selected to receive neutral process to serving area carriers then win bid for
support? select universal service amount of support need~d

providers to provide universal service

5. What are the • Ensure that all • Incumbent LECs must • COLRs must be prepared
obligations ofCOLRs? consumers in high-cost proVide service to to provide defined service

areas have affordable customers in service areas package to any customer
service in bidding area for 3years

6. What area would be • Target support to areas • Existing study area (frozen • census block group (CBG)
the basis for receiving that are most in need as of 11/15/84); USF cost estimates allow
support? based on study area targeting of support

average costs

7. What are the relevant • Align support levels • Average total costs of • Use cost model to allocate
costs of providing with true costs subscriber loops actual costs among CBGs
universal service? within study area

8. How will Jow-income • Ensure that all • Lneline and Link Up • CredR to offset consumer's
consumers afford consumers have America programs bill {portable among COLR
universal service? universal service and non-COLR carriers}
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-Actual costs distributed among CBGs help assule
-explicit and sufficienr universal service support

AucllonJIrtICBSS
-CLEC petitions state to hold
auction for selected CBG(s)

-State qualifies bidders

-State holds auctions twice yearly
-State establishes maximum
support rate .

-Carriers within certain percent of
lowest bidbecome COLRs

-Highest winning bid determines
level of support for COLRs

-Wmers have COLR obligations
for set period (3-5 years)

Census Block Groups (CBGs)

Yd:;)~~'i~~~~·J"/:.';,i~;fdi~',!~··;h;;L~~~:;'!.;;'] 'i~;)'1

-Market forces II/lIOnMlJcbllnlSlll
bid down amount
of support over time

-------------------~

' ...ttT1lttJ$/M11I
(set by FCC w/Joint Board input)

-------------------~

, -11IIIIIIIIY",..111
4 (set by FCC wlJoint Board input)

- -------------------~

t ~..-States rebalance (set by state)
local rates or
continue funding up to ......
Affordabilily Threshold

-Two thresholds give FCc/States gleater
control over size &distribution of funds

COO -Art (high cosO
-Federal fund to
Support Threshold

-Federal &State funds to
AffordabiHty Threshold

coo -e" (high cost)
-Federal &State funds to
Affordabilty Threshold

coo =c" (med. cost)
-State fund to Local Rate

CBG "0" (low cost)
-No support required
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How Bureaucrats Rewrite Laws

The FCC's rushed, revanchist rewrite of the telecom­
munications law is based on a hypothetical pricing scheme
that only an armchair economist could love.

By JOHN J. DtluLlo JR.
. As the historic IlMth Congress draws to

a close, scholars have already begun to
debate Its legislative record. Some stress
that the first Republican Congress In four
decades enacted fewer major laws than
any Congress since the end of World War
U. Others respond that it was only natural
that a new conservative Congress com­
mitted to restraining the post-New Deal
rise or national government activism
would pass fewer big-government bills.
Likewise, while some interpret President
Clinton's bright re-election prospects as a
negative referendum on the GOP-led
House and Senate, others focus on how
Republicans ended up setting the agenda
on everything from balancing the budget
to welfare reform.

For at least two reasons, however,
both sides In this early war over the
IlMth's history are firing intellectual
blanks. One reason is that It Is not yet
clear how mIlCh or the legislation wtl1
stick politically. For example, Mr. Clinton
has made plain that, if reelected, he
plans to "llx" the new welfare law. And
should the House fall to the Democrats,
ultraliberal committee chairmen will
move quickly to undo much of what the
Republicans did legislatively on welfare,
crime, Immigration and more.

The other and more fundamental rea­
son is that, no matter what happens In No­
vember, it Is by no means certain that the
laws passed by the Republican Congress
over the last two years will survive admin­
istratively.
Bureaucratic Wars

Victories won on the legislative battle­
field are routinely lost In the fog or bu­
reaucratic wars over what the laws mean
and how best to Implement them. One or
many recent examples is how the Federal
Communications Commission has already
virtuaDy rewritten the Telecommunica­
tions Act of 1996.

On Feb. 8, President Clinton signed the
first major rewrite of telecommunications
law In Ii2 years. To many obse"ers, the
act represented the culmination of a series
of political and judicial decisions that be­
gan In 1974 when the U.S. Justice Depart­
ment filed an antitrust suit against AT&T,
l"llIfln.. to II h....Alnm or th_ 01" t_t_nhnn_

monopoly and the creation In 1914 of the
seven regional "Baby Bells." The bill-sign­
Ing ceremony, the first ever held at the U­
brary or Congress, was draped In symbol­
Isin. The president signed the bill with a
digital pen that put his signature on the In­
ternet. On a TV screen, comedian Uly
Tomlin played her classic telephone c0m­
pany operator Ernestine, opening her skit
with "one gigabyte" Instead of "one rlngie­
dlngie."

During the debate over the btu and for
weeks after Its enactment, the press
played up the law's social-policy side-

shows, lite the requirement that niost
new television sets contain a "V-chJp" en­
abling parents to lock out pnICI'aIIIS
deemed Inappropriate for children. But
Its true slgnlflcance lay in removing bar­
riers to competition In the telecommunI­
cations Industry, and devolving responsi­
bility for remaining regulation to the
states. While Its language is often techni­
cal, you need not be a telecom junkie to
understand the letter or the law or the
record of Door debates In Congress.

For example, sections 251 and 252 of the
• law promote competition In local telephone

markets, expressly giving state commis­
sions authority to decide, via a strictly l0­
calized, case-speclflc process, what consti­
tutes "just and reasonable" rates. It af­
fords the FCC 110 role whatsoever In set­
ting local exchange prices: "NothIng In
this chapter shall be construed to apply or
to gi.e the Commission jurlsdictioll with
respect to •.• charges, c:1asslflcatlons,
practices, facilities, or regulations for or In
connection with intrastate communication
se"ice."

The law's devolutionary language and
deregulatory Intent was so clear that
groups such as the Nat,tonal Council of
Governors' Advisors quickly produced re­
ports advising key state and local declslOn
makers to prepare for "telewars in the
states." Soon, one NCGA report on the law
."",,,,",.,. """.'Q~n""1 ,...'n,.... ",."." '"n0-4«o

latures and state public utility commis­
sioners will be drawn Into state debates
on how to ensure a 'level playing lleld for
competItlon' among those fInns seeking to

. provide toeal and Intrastate telephone ser­
vice." The major battles, the NCGA pre­
dicted, would be oyer the terms or price
and Interconnection agreements. TeJe.
phone company rivals could be expected
to lobby governors, utility commissions
and state legislatures In search or alUes.

But wJthIn six months or the law's en­
actment, the FCC declared a vietor in the
"telewars In the states"-namely, Itself.

'lbe cemmlalon produced a &Ot-pqe dot­
ument promt.tIgatiRC presumpt:m na­
tloaaI prldnr standardlln local telephone
markets. 'lbe FCC insists that the order Is
necessary to pry open local markets to
Ionf"dlstance carri­
ers lite AT&T,
small firms lite
Teleport, and cable
lUld wireless compa­
niet. Otherwise, the
commission asserts,
Incumbent local car­
riers like the Re­
gional Bel Operat­
InC CoIRp&nies will
remain InYUlnerable
to real competition
as potential en­
trants to Intrastate markets are forced to
contend with 50 different, localized state
regulatory regimes.

Bm the FCC's rushed, revanchlst
rewrite or the telecommunications law Is
based on a 'hypothetical pricing scheme
that only an armchair economist could
love. In Its hundreds of pages of national
regulatory dictates, the FCC almost com­
pletely Ignores the actual costs that local
companies incurred to create the system,
and the regional and other variations In
how they operate.

On AU(. 28, GTE Corp. and Southern
"" ...... 0 .....''''' ...... 'I'", .... 'P"t." .......... ,..~ t .. e..... , .......

IeRred the FCC in court, arguing that the
FCC's order constitutes an uncompensated
taking under the Fifth Amendment by re­
qu1rInc them to sell their services at below
actual COlts. The order, they claim, would
almost certainly enervate competition 'by
perntittillllonc-dlstance giants like AT&T·
to buy up local phone networks at huge
discounts-an Ironic potential outcome in­
deed liven how all this began In 1974.
Moreover, not only giants like AT&T but
lfy-bY-nipt arbitrage artists could enrich
themselves at the expense of consumers.on
the spread between actual operating costs
and the )II'lces set by the FCC. In response
to the suit, a federal appeals court ordered
a temporary stay or the FCC regulations
and will hear oral arguments In the case
tomorrow. '

At a recent press conference, GTE's se­
nior Yic:e president and general counsel,
fermeI' U.S. Attorney General William P.
Barr, delllUded to know why the FCC be­
IieYes lllat It II better at making decisions
"for Sf ...... than the state commissions
are, who haft done this historically, who
hue aD the data that are relevant to the
state before them." .
A MOckery

But whether or not the FCC is wl~er

than tbe states. and regardless of who is
right about the economics of the case, the
FCC bureaucrats' order mocks key provi­
sienl of a democratically enacted law. The
FCC'I action is at odds not only with the
textbook IUlderstanding of "how a bill be­
comes law,.. but with the first principles of
limited pemment and American consti-
tutloaallsm, .

'lbe FCC's action should serve to re­
mind lIS that the devolution and deregula­
tion of federal authority are always In the
administrative details. On telecommuni­
cations, welfare, and almost every otller
major isslle, big government Is t~e admin­
istrative state In which judges and un­
elected officials, and not the elected repre­
sentatives who debate and enact the laws,
govern us all.

Mr. Dihdio is profes.wr 01 politics and
public affairs at Princeton, director althe
BrooIciJrfls Cmter for Public MantJ9ement
and atVrmct fellow at the Manhattan Tnsti-
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GTE's universal service proposal is designed to provide explicit support to carriers wherever
necessary to support affordable rates and to low-income customers throughout the country,
provide competing carriers access to high-eost funding on equivalent terms, and replace
regulation with a sustainable and fair market mechanism.

~EIIIIITIII."."'111I:
l """,.""",

A. Core Service Obligation
Carriers must offer to any customer within a service area a technology-neutral basic
service package, which would consist of.

1. Residence voice grade access to the network that provides the ability to place and
receive calls, and access to long distance carriers of the customer's choice

2. Touch-tone service

i( 3. Single-party service

·4. Access to operator services and directory assistance

5. Access to emergency services (E911)

6. Standard white pages directory listing

B. Carrier ofLast Resort (COLR) Obligation
Any carrier receiving high-eost support must be designated by that state as being a ­
Carrier of Last Resort. Obligations established by each state, under broad federal
guidelines, would include:

1. Provide the basic service package to any residence customer in a service area at a
rate no higher than a state-established ceiling

2. Meet state qualifications

3. Meet minimum service quality standards adopted by state

4. Provide for interconnection and equal access

5. Make services av__ilable for resale at reasonable rates.

.. "'''''''''111......,,&......,
A. AffordJlbility Threshold

Joint Board and FCC should establish a monthly rate threshold for the basic service
• package, while the costs above the Affordability Threshold to provide such service

would be considered high cost and funded by federal and state funds.
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B. Federal Support Threshold and State Fund
The FCC, with advice from the Joint Board, should establish a monthly Federal Support
Threshold (greater than the Affordability Threshold) above which the costs of providing
the basic service package would be covered entirely by the federal jUrisdiction. A
combination ofthe state and federal funds would cover the difference between the
Federal Support Threshold and the Affordability Threshold.

C. Affordability Transition
States should transition local service rates for the basic service package up to the
Affordability Threshold or cost, whichever is less, or create independent state
mechanisms under Section 254(f) to hold prices below that threshold.

D. Bidding/Geographic Area
For the geographic area in which eligible COLRs will assume their obligations and
receive high<ost funding assistance, GTE recommends using census block groups
(CBGs). CBGs can be subdivided when necessary to accommodate existing service
areas.

/I/. aI4111.&.I.I/.III8III1f....

l2E!L1
1. Incumbent LECs' actual costs of providing basic service package assigned directly

or distributed by a cost model to serving areas.

2. Funding provided to LECs for each custQmer served based on the difference
between the per customer actual cost within a CBG and the rate ceiling.

Day 2+ .
1. Entrants notify the state of intent to bid for carrier of last resort duties and funding.

2. Competitive bidding conducted for each bidding area for which an intent to bid is
submitted.

3. Bids would be the amount of per<ustomer monthly support required by the
submitting carrier.

4. Funding provided to all carriers selected through the bidding process.

.. .......'11InIII!.
Day 1:

1. To any eligible carrier successfully bidding to provide service as a COLR for each
subscriber who chooses that carrier.

2 To any carrier serving individuals eligible for income-based support.

Day 2+:
1. For each subscriber, to any eligible carrier successfully bidding to provide service as

a carrier of last resort.

2. To any carrier serving individuals eligible for income-based support.
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A. Federal Contribution to High-Cost Funding

Uniform surcharge on interstate and intrastate telecom retail revenue of interstate
service providets.

B. State Contribution to High-Cost Funding
Competitively-neutral state sources, such as surcharge on in-state (originating and
terminating traffic) telecom retail revenue of intrastate service prOViders.

C. Income-based Support Funding
Uniform surcharge on interstate telecom retail revenue of service providers. For federal
Lifeline program, each state may adopt its own income-based support program.

• ..111.l1li......

Incumbent LECs reduce current rates bearing implicit support by amounts equal to the new
explicit support. Result is revenue-neutral implementation of a new explicit support
mechanism. This corrects price distortions in other markets caused by the need to support
local service.

•"""dI8Is.
A. Notification Procedure

states <:onduct auctions twice each year, initially. Carriers may notify states 90 days in
advance of each auction date as to which bidding areas they intend to bid. Once an
auction has taken place, another will not be scheduled for that area for five years.

B. Auction Design Principles
Create a competitive situation which will encourage aggressive bidding, and permit
multiple service providers in high-cost areas.

C. Auction Objectives

1. Promote greatest possible benefits from competition.

2. Promote efficient provision of service at minimum cost.

D. Auction Mechanism
1. Single round, sealed bid. .

2 Winners are those who bid within a certain percentage of the winning bid. More
bids are accepted if bidding range is narrow; fewer are accepted if bids are far apart.

3. Support provided equal to the highest of the winning bids.

4. Winning bidders in the initial auction for a service area will bear COLR obligations
for three years; in subsequent auctions, COLR obligations will extend for five years.

5. All bidders, and the incumbent LEC, may withdraw after results of the auction are
disclosed, subject to financial penalty.

6. At least two bidders are required to hold an auction. If fewer than two bids remain
after withdrawal, the auction will be canceled and support will be provided to the
incumbent at Day 1 levels.



FUNDS TO SCHOOLS
Implementing the Snowe-Rockefeller-Exxon-Kerry Amendment

,. Requirement
Section 254(h) of the Teleconununications Act of 1996 requires the provision of teleconununications services at rates that are
deemOO affordable to schools, libraries and health care providers. The Act also calls for a specific, predictable and sufficient fund
to reimburse carriers. The Act does not specify a mechanism for implementation.

,. Recommended Plan
To meet the requirements of sufficient and predictable, the industry initially reconunended a "funds to schools" approach that
would provide vouchers to schools that could be used to obtain free services from any telecommunications service provider.
Recommended establisbing fund of about $1 billion a year from which vouchers are distributed, and would place constraint on
amount offree services that scbools may obtain at about $10,000-12,000 per year (125,000 schools at $1OK equals $1.25 billion
annual fund). Schools in rural and low income areas would receive additional funding above $10K limit to ensure equity and
prevent situation of "haves and have nots." Concern is that without some constraints (i.e., if schools could obtain free services
and there are no limits on the services they can obtain). cost to be borne by consumers could far exceed $1 billion per year, and
industry could not accurately predict a fund level that would be sufficient and predictable.

Because ofconcerns expressed by education conununity with voucher plan, the industry has proposed an alternative plan based
on a sliding discount. Under that plan, services would be offered at 30-70% discounts with a ceiling on benefits of$12,000 per
school per year. and discounts halved to 15-35% on additional services up to $25.000. Discounts would not apply for services
be)'OOd $25,000 except in extr'elre cases. To ensure rates are affordable for schools in rural and high cost areas where tariff rates
may be veryhigh. discounts would apply to benclunark prices in lieu of actual rates, and LECs could receive reimbursement based
on the difference between tariff rates "and the benchmark price. To ensure that benefits accrue to those schools not )d connected
to the information infrastructure, rather than to schools that can afford and have already been connected. the sliding discount would
be phased in over five years for 'Mar services (the full discount, with a ceiling on the benefits to be received. would apply to
all new services).

,. Eligible Services
Flexibility is important. Rules should not mandate deployment of specific technology or services. Specifying a particular
technology or services might conflict with what schools already have, or with existing state plans. Schools are at different stages
of technology deployment and have different needs. and therefor should be able to choose from any conunercially available
regulated services.

,. Inside Wiring
Question of whether FCC has jurisdictional authority to require LECs to wire classrooms, since inside wire is not a regulated
telecommunications service. As a practical malter, few LECs are any longer involved in the inside wire business. Cost of
providing conneclions to every classroom would greatly escalate size of Universal Service Fund (about 125.000 eligible schools
times industry estimate of$50.000-100.000 per school equals $6-12 billion just to wire classrooms).

,. Use ofTELRIC in Determ;,,;ng USF. Reimbursement
Inappropriate and probably unlawful to use imputed costs (i.e., bencbmark cost model) to determine basis for reimbursement from
Univtna! Service Fund. Difference between tariff rate and rate for schools should be basis for reimbursement. Any shortfall in
recovery (i.e., if fund is not "sufficient and predictable'') might fall upon states. Also, use ofTELRIC as basis for rcimbusement
would create administrative nightmare, with all providers having to perform cost studies and file tariffs for services in every
jurisdiction in order to be competitively neutral.

,. libraries and Rural Health Care Providers
Have similar needs and require similar plans to schools. Approximately 15.000 libraries in nation; estimate they would increase
necessary fund size about 10% over what is required for schools. No estimates available for health care providers.

,. KickStart Initiative
The attached pages show the estimated cost ofdeploying and operating a computer infrastructure in tbe nation's public schools
under two different scenarios. A study performed in 1995 by the United States Advisory Council on the National Information
Infrastructure shows that connecting schools to the public switched network is but one of many costs ofequipping schools with
computer technology. Depending on the "model" chosen for technology deployment, the cost of connecting schools would be
between $770 million and $1.88 billion for initial deployment, and $600-980 million a year for annual operating costs•...aaL
including connections and linkages (i.e., inside wiring) within the school.



Cost of Deploying and Operating Computer Infrastructure

K-12 Public Schools - "Laboratory Model"

Initial Deployment Costs - $11 Billion

- 7". • ConnecUon to School

lID 12%· Connectlona end LInk8gn within SChool

_ 34% • H.dware. Softw.e W'ld Relrofltting

CJ 19%· Professional Development W'ld Support

- 20% • Content W'ld SubscrlpUon Cm-ges
_ eel. • Systems Op«ation W'ld Malnlen8nce

/

17%

Annual Operating Costs - $4 Billion

31%

- 150/.· ConnecUon to School

CIilII 5% - ConnecUons end Unkagea within School

- 17%· H.dware, Sof~eW'ld Relrofittlng

CJ 310/. - Professional DewIopment W'ld Support

- 26% • Content and SUbscrlpUon Cm-ges

- 6". • Systems Op«allon W'ld MalnttlllMCe

Single laboratory room In each school with 25 computers; ethemet LAN In laboratory; 10 telephone lines.
Deployment accomplished over 5 years.

Source: KlckS_t Inltletlw; Connecting America's Communities to the Information Sup«hlghway.

United Slates AcMsory CouneR on the Nationallnfonnatlon Infrastructure; 1995.



Cost of Deploying and Operating Computer Infrastructure

K-12 Public Schools - IlClassroom Model ll

Initial Deployment Costs - $47 Billion

, ,
" . '

~
14%

4%

- 4% • Connection to School

., 13% - Connection. and Unkage. w11h1n School

- 51%· H.dwale, Softw.e and Retrofitting

CJ 140/.· Prof_sIon8I Development and Support

- 140/.· Content and Sub.crlption Ctwges
_ 4% • Systems Operation and Maintenance

(
Annual Operating Costs - $14 Billion

- 7% • Connection to School

III 12%· Connection. and Unkeges w1lhln SChool

- 34% • H.dwale, Softwere and Retrofitting

CJ 19%· Profes.ionaI Development and Support

- 20% • Content and Subscription Ctwges

- 80/. • Systems Operation and Maintenance

All classrooms have 1 computer per 5 students; ethemet LAN connecting all classrooms; T-1 comectron.
Deployment accomplished over 10 years.

Source: KickStert Initiative; Connecting America'. Communities to the Information Superhighway.
United States Advisory Council on the National Information Infrastructure; 1995.
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r. Introduction .

This statement presents a proposal to conduct a series of auctions to identify

which firms should assume universal service obligations in each geographic area of the

country and at what support level. A property designed atJction mechanism is a

relatively quick, objective and straightforward market process that replaces more

elaborate, subjective and opaque regulatory processes to determine the "who" and "at

what price" of universal service support. What I suggest below is a flexible plan to..
• ~ - • > r -. - .......

implement auctions over time in those areas where circumstances permit their use.

As will be apparent from the discussion below, the Commission confronts a

number of trade-offs in designing an auction. The comment period in the Commission's

Notice is not sufficient for me to recommend to the Commission the optimal way of

making those tradeoffs. For that reason, this statement should be considered an outline

describing some of the main features that should be included in a COLR auction, rather

than as a final, fixed proposal.

.
When there are two or more potential carriers of last resort (COLRs), auctions

have several important advantag~sover industry cost models as a means of

determining the support p..yments for meeting universal service obligations. First, an

. .
auction uses an actual market process to set support levels. That is desirable not only

to avoid the controversies that inevitably accompany cost modeling and estimation but

also because even the best cost models are both biased and incomplete as a basis for
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setting support levels. Support payments based on cost models overestimate the actual

level of support needed to attract a COLR when the LEC technology and facilities

locations on which the models are based are not the least cost way to meet the COLR

obligation. Also, when the LEC technology is the cheapest way to meet COLR

obligations but competition in the provision of services is desired, support payments

based on LEC costs may be too low to attract and sustain the desired competition, or

perhaps any competition at all. Further, it is reasonable to assume that the firms' actual

bids will be based on even more detailed cost estimates than could be reflected in an

industry cost model and will be reduced to reflect the profit opportunities on any

incidental or complementary services that the firm expects to sell along with basic

services. No model that the Commission could plausibly imp.lement would include so

J!1any factors .or be based on such detailed cost analysis as the bids in an auction.

A second advantage is that auctions can determine how many COLRs should be

supported and who they should be. Competition among potential COLRs can be of two

kinds: "competition in the marker - in which several carriers accept COLR obligations'
..; ,

and compete to acquire subscribers and the associated support payments - or

ucompetition for the market'" - in which companies bid for the right to serve as the

.exclusive COLR (or as one ofa limited number of COLRs). ·Competition in the market"

is likely to lead to more innovative"and responsive service to consumers and to reduce

the severity of ·hotd up· problems that come from reliance on a single supplier.
. .

However, competition in the market can also result in duplicated facilities costs and

burdensome support payments that necessitate imposing surcharges on other

communications services. Competition ufor the market" in a traditional auction can lead
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to lower support payments as the bidders vie aggressively for the exclusive (or at least

limited) right to serve as a COLR, reducing the burden on other services. Auctioning a

fixed number of COLR designations would require the FCC to determine the fixed

numbers: it must decide how many COLRs to authorize in each area. That

determination would be a difficult and costly one for any regulator to make well because

it would require extensive and reliable cost information and, possibly, market and

technology forecasts. t By contrast. my proposal permits the number of COLRs to be an

outcome of the auction itself, as auction participants place bids based on what will be

inherently better cost information and on what they believe is the best information on

future. ~arket and technological develC?pments.

. .

Third. by establishing actual market prices for universal service in the various

service areas. the auction provides useful i.nformation to potential entrants. Market

prices are useful for determining which markets may be ripe for entry and what cost

targets need to be reached to make entry profitable in these markets. COLR auctions

would also be likely to generate statistical information about service costs that the FCC

might find useful in other proceedings and at other dates. For example. the FCC might

use the auction results in markets with substantial competition to assess standards for

. LEes in regions where there is no competition.

I note that the recent Telecommunications Act appears to be largely premised on
•the presumption that the benefits of promoting entry will usually outweigh the costs.

but the extent of entry will still vary among service areas and the auction design
needs to be cognizant of that.
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Another important advantage arises when service areas are re-auctioned over

-
time, as I propose. A series of auctions allows the support payments to respond to

changing technologies, population densities, and other factors. Probably, there will

initially be some geographic areas in which only a single COLR operates but for which

changing circumstances will eventu~lIy make competition among multiple COLRs

feasible and desirable or in which reduced costs call for reduced support payments.

The auction system can respond flexibly to changing circumstances, allowing entry to

occur when the time is ripe and encouraging support payments to fall in tandem with

the falling costs of service.

,~ -.
The auction proposal developed here calls for sealed tender auctions that would

allow multiple COLRs to be selected if tl:1e sev~rallowest bids are close enough

together. The support levels would be the same for each COLR serving an area and

would be set equal to the highest accepted bid.

This is a novel auction design, constructed to meet the novel challenges posed

by the universal serviCe context."While the FCC's' simultaneous multiple round auctions
~ . . . '.

have proved themselves to be effective for the spectrum sales with fixed numbers of
. -

" -
licenses, I shall argue that such a design is less well suited to determine the extent of

competition that should prevail among COLRs in each market area.-.

Section II of this st~tement examines theoretical considerations that apply in

designing an auction to determine the amount of support and the level of competition
)

simultaneously. Section III contains a specific proposal and a discussion of both the

basic auction design and related practical details.

\.,
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It is important to set realistic expectations about what a good auction design can
.

and cannot achieve. Most importantly, auctions cannot resolve all the problems that

may arise when there is a single facilities based universal service provider: If a single

COLR with large sunk costs is the inevitable practical outcome in any particular

geographic region, no auction, however cleverly it may be designed, can substitute for

effective continuing regulation of the monopoly COLR.2

Second, an auction system cannot be effective unless the bidders have

something to win. If one allows providers other than auction winners to provide basic

service with support from the universal service fund, then that eliminates the bidders'

incentives to bid for a low support levels,:' leading to undesirable increases in the
. ~ ;. .

surcharge needed to fund universal service.
-. .

II. Principles of Auction Design forCOLR Obligations

The COLR auction design problem is characterized by a number of special

features that distinguish it from other government auction design problems. First, in _

contrast to the spectrum auctions, the market structure in a universal service auction

;,.

2 If an exclusive franchise is efficient but large sunk costs are not required, then there
can be effective "competiti.on for the market" each time the franchise is available for
auction.

·3 . An auction couid conceivably be designed in which the winner receives a cash
bonus but no advantage in the subsequent market competition. However, our
analysis in section II implies that such a scheme is never optimal.



- 6 -,

would vary from area to area, as determined by the auction results.~ Consequently, the

- .

number of COLRs and the amount of support must be considered together in

evaluating the performance of the auction. Second, to promote efficient competition

among COLRs, it is desirable that the level of support in any area be the same for all

COLRs. A "discriminatory- auction in which different bidders receive different levels of

support, though useful in other settings, is to be avoided because such discrimination

would distort subsequent market competition among COLRs.5 Third, if the proposals to

use very small, homogeneous service areas are adopted, then the number of universal

service areas is likely to be very large, making the administration of a complicated

auction potentially quite costly for both the FCC and the bidders. Fourth, there is

enormous uncertainty about the initial level of interest in the various COLR service

~reas, making it important to design an auction that discourages collusion in case the

number of interested bidders in many areas is just two. Finally, because the bidders are

undertaking an obligation in exchange for a payment (in Contrast to making payments to

acquire licenses in the FCC's spectrum auctions>, more attention must be paid to
. . ~ .. . ..

ensuring that bidders are qualified and motivated to perform as promised in the auction.
. .

The mathematical analysis of this section accounts explicitly only for the first of

.these differences. but the way the mathematical results are applied takes some account

4

5

In the PCS auctions, the market structure was determined primarily by restrictions
on the amount of spectrum that individual licensees.are permitted to control. These
restrictions were the same for all areas of the country.

The US Treasury uses a discriminatory auction to sell T·bills, but the individualized
prices in that auction do not distort subsequent competition because t~e bids
become sunk costs before the buyers engage in resale.
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of the second. third and fourth differences as well.s That is. we seek an auction design
.

that is simple for the bidders and the administrators. that generates uniform levels of

support for all COlRs in a market area, and that is resistant to collusion while still taking

proper account of the benefits arising from competition after the auction among COLRs

in the market.

To derive principles to guide the design of an auction for carrier of last resort

obligations, I first consider a scenario in which there is just one region in which

universal service needs support. The main problem in this scenario is to use the bids to

determine how many COlRs there should be and what level of support to pay. The

principal qualitative finding of the analysis is that the auction outcome should specify
~. ; 1 ; _

that the COLR obligation is shared only when the bidders' service costs are sufficiently .

close. This may be reflected by sufficiently close bids in a sealed bid auction. Of course,

the detailed quantitative conclusions of the analysis, including how many COlRs to

authorize for any particular cost or bid levels, depend on the detailed assumptions of

the model, but the general conclusion reported here is sufficient to help us distinguish. .

some poor auction designs from more desirable ones. For example, I find that multiple

round auctions such as those used for the pes auctions, even in the trivial case where
- .

·there is just one COLR service area for sale, cannot generally implement the optimal

..

The last difference is a matter to be solved primarily by pre-qualification of the
bidders and by specifying that the support payments are made on a per subscriber
basis rather than by lump sums (at least when there is competition in ·the market). It
is not a matter to be resolved directly through the auction design.
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auction outcomes, but that certain sealed bid auctions can implement the optimal

outcomes.

The theoretical analysis cannot specify how many COLRs should be assigned in

any particular situation, but it can identify the relevant considerations. Generally, the

number of COLRs should depend on the gains to increased competition in the ensuing

market, the magnitUde of the duplicated fixed costs (greater duplication favors fewer

COLRs), the differences between the COLRs in the levels of their variable costs

(smaller differences favor more COLRs), and the social loss associated with paying

unnecessarily high support payments (larger losses favor fewer COLRs).
. .

• -_. ':' ~ ,I~ .. _,roO ._.......

An Optimal Auction

',..'.
~.. . ~. : .. ... '..

.~.

. .' ... , - .' _..

(
..- I begin by assuming that there is just one region for which universal service must ,e.

be provided (or where there are multiple regions but each is independent so that a .

commitment to serve one does not affect the cost of service in any other). The main

problem is to use the bids to determine how many COLRs there should be and what

support levels should be paid. Altemative auction designs are compared in this exercise

in terms of a social objective which balances the desires (i) to encourage competition

-
- "in the marker in order to promote better and more innovative service to consumers, (ii)

to have service provided by.the providers for whom the actual cost of service is lowest,

and (iii) to hold down the.support levels that must be paid, since financing those

supports distorts other economic decisions. The constraints in the problem are that the

•
bidders are assumed to· behave rationally, entering the auction only if they expect to
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profit by doing so (the "participation constrainr) and bidding to maximize their individual

expected earnings given the strategies of the other bidders (the "incentive constrainf).7

I make the simplifying assumption that the fixed costs of service are the same

across bidders.e Also. at this stage. I assume that at least one COLR must be selected

for each area.' The solution to this problem can be characterized using the methods of

optimal auction theory .10

The optimal auction problem is to choose the rules and the behavior of the

bidders, subject to the constraints described above, to maximize the following three-

te~ objective:

.
Expected Benefits to Consumers

. .
- Expected Costs Incurred by the COLRs

- axExpected Support Payments to COLRs

, 7 -

e

9

That is, the strategies are assumed to form a Nash equilibrium of the auction game.

This is not an assumption I make happily. I make it because it makes the analysis
tractable and leads to intuitively sensible results. Also, the auction obtained from
the analysis has at least some robustness: identical recommendations are obtained
when the ratio of fixed to variable costs are the same across bidders.

This assumption sets' aside the question of reserves, i.e., maximum opening bids.
As we shall see later; the franchises offered for auction are determined by a
nomination process with a workable reserve determined as part of that process.

>

10 Myerson, Roger, "Optimal Auction Design," Mathematics ofOperations Research 6
(1981): 58-73.


